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SUMMARY 


For the past 6 years, Madagascar has been in the midst of a stringent 
economic reform program that has been slowly gathering momentum. The 
year 1988 may prove to be a pivotal year for its economy, as 
structural adjustment efforts, introduced by the World Bank and IMF in 
1982 to redirect an economy that had experienced years of economic 
decline, begin to show positive effects. While still short of 
registering year-to-year growth, the Malagasy economy is gradually 
being placed on a healthier foundation. The government has remained 
steadfastly committed to the reform program and to the objectives of 
growth in output, national income, and employment. With a 
continuation of the present reform effort and a renewed commitment to 
improve economic policies beyond the 1989 local/regional, 
parliamentary, and presidential elections, the government will ensure 
that these objectives are met. 


The past year has seen a number of significant developments which 
augur well for future economic growth. Foremost among these have been: 


Devaluation: A 71 percent overall devaluation of the Malagasy franc 
(FMG) in 1987 provided a renewed incentive to the export sector and 


brought the previously overvalued currency closer to a realistic rate 
of exchange. 


New Foreign Exchange Mechanisms: The successful implementation of a 
new foreign currency allocation system, in January 1987, facilitated 
the availability of hard currency and added transparency to the 
allocation mechanism. With the signing of a large World Bank credit 
worth $100 million, the Malagasy Government has agreed to go one step 
further by introducing an open general license (OGL), or flexible 
exchange rate system, in mid-1988. The OGL, which will for the first 
time bring market forces to bear in determining the value of the FMG, 
will be reinforced by additional credits from France and the United 
States (with MEPRP, an $18.7 million Madagascar Economic Policy Reform 
Package). These measures have been designed to eliminate 
discriminatory practices in the distribution of foreign exchange and 
relieve pressure on imports, which have in recent years become the 
bottleneck of the economy. 


Liberalization of External Trade: The government agreed to liberalize 
completely all exports except vanilla and all imports other than rice 
and petroleum. Administrative requirements for imports and exports 
were reduced, as were duties and tariffs on imported goods. The 
government agreed in principle to end the export monopoly on coffee 
and cloves held by the state marketing boards. 





State Firms and the Banking Sector: The privatization or liquidation 
of a number of money-losing state firms was affirmed and the banking 
sector, to which they are closely tied, will be restructured. The 
participation of private foreign banks in the banking sector will be 
allowed for the first time since the banks were nationalized in the 
1975 revolution, 


Foreign Investment: Application texts for the 1985 Investment Code 
were issued by five ministries. A more positive attitude toward 
foreign investors has developed, as foreign investment is increasingly 
seen as a cure to two of the country's worst ills: the massive 
external debt, and chronic and prevasive unemployment. 


II. BACKGROUND 


Madagascar is an island in the South Indian Ocean located 300 miles 
off the East African coast. Its neighbors are Mozambique on the 
mainland, the Comoros Islands to the northeast, and the islands of 
Reunion (France) and Mauritius to the west. It is the fourth largest 
island in the world (225,000 square miles), larger than France and 
nearly the size of Texas. Its population density, about 50 persons 
per square mile, is roughly equal to that of the United States. 


Madagascar's varied climate and soil conditions permit a wide 
diversity of agriculture. Some 88 percent of the work force is 
involved with the agricultural sector, which accounts for 40 percent 
of GDP and 80 percent of export earnings. The staple food is rice, a 
great deal of which is produced by labor intensive, traditional 
methods not unlike those of Southeast Asia. The Malagasy, as the 
island's inhabitants are known, are among the world's largest 
consumers of rice, with annual consumption of 275 pounds per capita. 
Formerly a rice exporter, Madagascar today must rely on rice imports 
to close the gap between domestic production and the needs of a 
rapidly growing (3 percent per annum) population. Major agricultural 
exports include coffee (40 percent of export receipts), vanilla, 
cloves, and sugar. 


The country is moderately rich in several minerals: chromite, 
graphite, and titanium. Only chromite and graphite are presently 
mined commercially and exported on a large scale. An ilmenite 
(titanium) mining project on the southeast coast, undertaken by a 
Canadian company and representing the largest foreign investment in 
the mining sector to date, stands to make Madagascar a major producer 
of the mineral. In addition, a U.S.-funded feasibility study may lead 
to increased exports of chromite and the eventual processing of 
ferrochrome, also for export. 





Hydrocarbons have been discovered on the island (natural gas, heavy 
oil, tar sands, and coal) but have yet to be developed. Probably the 
nation's greatest and least-developed natural resource is its huge 
hydroelectric potential. Other exploitable resources are mica, quartz 
(some utilized for fiber-optic cable), precious and semiprecious 
stones, and gold. 


Lastly, Madagascar has a skilled and inexpensive work force, which, 
with proper training and guidance, could become highly competitive. A 
small industrial base with protected and inefficient industries has 
heretofore limited the potential of Malagasy labor. However, with the 
opening of the economy, local and foreign investors are seeking to 
capitalize on the island's comparative advantage in labor. The 
textile industry, among the most promising of labor intensive 
activities for the Malagasy work force, is likely to be the first 
growth sector of Madagascar's industry since the industralization 
period of the 1950's and 1960's. Presently free of export quotas to 
the United States, Madagascar is becoming increasingly attractive as a 
site for textile plants for producers in Mauritius, Hong Kong and 
elsewhere who have reached their U.S. export quotas. The first 
Mauritian textile investment in Madagascar, a knitwear factory, is 
scheduled to open before the end of 1988. 


III. CURRENT ECONOMIC SITUATION AND TRENDS 


The Malagasy Economy in the 1980s: 


The Malagasy economy underwent a fundamental shift in the 1970s which 
set the stage for the difficulties it was to experience in the 1980s. 
Casting off its heavy dependence on France, the former colonial power, 
the government embarked on a course of economic autonomy and 
self-reliance with the 1975 socialist revolution. The state 
nationalized foreign firms and the three major banks established 
control over markets and pricing in virtually all sectors of the 
economy and made the state owner of most of the country's productive 
resources. With only limited means to carry out its plan to achieve 
economic independence, the government had to resort to extensive 
borrowing. The ballooning national debt and deteriorating terms of 
trade brought the country to the brink of an economic crisis which 
only the intervention of the IMF and World Bank was to avert. A 
program designed to stabilize internal and external imbalances was 
implemented in 1982 and by 1986 had largely succeeded in stemming the 
deficits in the government's budget and balance of payments. Today, 
the IMF and World Bank-supported reform effort seeks to maintain 
momentum in the recovery and aims primarily to restore growth to the 
Malagasy economy after years of stagnation and decline. Though major 
obstacles loom ahead, requiring a continuation of reform efforts, 
substantial progress has been made in the following vital areas of the 
economy. 





Agriculture. The liberalization of all controls on domestic prices and 
marketing of rice in 1986 has been one of the bright spots of the 
reform. Continuance of government noninterference in the rice sector 
has resulted in higher average producer prices, more stable rice 
supplies on the domestic market and decreased imports in 1988. It has 
also made it likely that Madagascar will reach its goal of reliable 
self-sufficiency in this vital and politically sensitive commodity in 
the 1990s. A rice "buffer-stock," which had been created with 
U.S.-contributed rice in the 1986/87 lean period to maintain the price 
of rice at affordable levels, was hardly used in 1987/88, an 
indication of the surplus which had accumulated from imports and 
excellent local harvests in 1986 and 1987. 


The Public Sector: Measurable progress has been made by the Malagasy 
Government in improving its public finances. The government deficit 
has been significantly reduced, dropping from 18 percent of GDP in 
1980 to 4.4 percent in 1987, primarily through tight controls on 
expenditures and personnel hiring, and better tax collection rates. 
Nevertheless, the bureaucracy continues to operate inefficiently, and 
the government, recognizing this, has committed itself to improving 
the allocation of public resources. 


Monetary Policy: Controls on money supply restrained monetary growth 
from 21 percent in 1980 to 13 percent in 1985. The inflation rate 
behaved similarly, declining from 30 to 10 percent. Recent 
devaluations, however, have temporarily reversed this trend: in 1987, 
inflation increased to 20 percent and monetary growth to 16 percent. 
The major devaluation of the Malagasy Franc in 1987, from 850 FMG to 
the dollar to 1,350 FMG has had an inevitable inflationary impact on 
all import-sensitive goods. The recent stability of the FMG (nearly 
year after the devaluation, the rate was still 1350 FMG per dollar), 


however, should help monetary authorities achieve a lower rate of 
inflation, 


Despite these improvements, Madagascar's very large ($300 per capita) 
public debt, amounting to over $3 billion in 1987, will continue to 
constitute a major national economic obstacle for the foreseeable 
future. The debt service ratio, which remained at 53 percent in 1987, 
continues to hamper investment in plant and equipment needed to make 
domestic industries more efficient. The government will seek relief at 
the Paris Club in September 1988, and creditor governments have 
indicated a willingness to come up with more concrete solutions to the 
debt. Madagascar stands to benefit from French President Mitterand's 
plan to forgive up to one-third of all official debts owed by Africa's 


poorest countries, as 50 percent of the Malagasy official debt is owed 
to France, 





Economic Performance in 1987: 


The past year has seen a continuation of improved government policies 
in a number of key areas of the economy, although not all indicators 
have met with the expectations of the international donors and 
creditors. The turnaround process has taken longer than expected 
because of institutionalized opposition and resistance to change as 
well as setbacks due to the fluctuations of the world market price of 
certain commodities, such as coffee, on which Madagasacar is highly 
dependent. 


High producer prices resulting from the rice market liberalization and 
plentiful rainfall resulted in a bumper rice crop in 1987. Although 
the 1988 harvest will be lower, due to a drought, gains in production 
should be registered next year and in succeeding years provided that 
good weather conditions return and a high producer price is 
maintained. Earnings from traditional export crops fared badly 
overall, as world prices of coffee and cloves tumbled. However, 
nontraditional export crop earnings gained 10 percent in 1987 and are 
expected to continue to benefit from the liberalization of exports and 
price competitiveness brought by the devaluation. Stronger exports of 
shrimp, now the number three foreign exchange earner after coffee and 
vanilla, and cattle helped to compensate for the shortfall in 
traditional exports. Though industrial performance remained weak, 
industry held on to its 15 percent share of GDP. 


Overall GDP growth of 2.2 percent was surpassed by the popula- tion 
growth rate, meaning another year of decrease in per capitaincome, 
Imports declined because of administrative delays in transferring hard 
currency under the newly established currency-allocation system, and 
export earnings slumped to a record low. The trade balance still 
managed to improve, as exports did not contract as much as imports. 
The drop in imports triggered a shortfall in government receipts and a 
higher budget deficit at year-end which caused Madagascar to fall out 
of compliance with its IMF standby. A new standby agreement has been 


negotiated and will be signed prior to the September 1988 Paris Club 
meeting. 


Continuing improvement in the country's infrastructure, which is still 
far from adequate, has been achieved. The past year has seen the 
completion of a major road-building project with substantial Chinese 
support (Antananarivo-Morondava), the signing of the Seventh World 
Bank Road Project (worth $144 million) and the start-up of a highway 
on the east coast (Vatomandry-Mahanoro). The latter is the Soviet 
Union's largest bilateral aid project. 





Some observers have expressed impatience at the slow rate of change 
and the lack of progress resulting from the reform program. The World 
Bank and the IMF as well as the major bilateral aid donors gave the 
Malagasy Government a vote of confidence at the January 1988 Paris 
Consultative Group by pledging $705 million in aid for 1988, including 
debt rescheduling. They also agreed that efforts must be intensified 
to accelerate the reform program to put Madagascar on the path to 
positive economic growth. 


IV. ECONOMIC RECOVERY 


True growth in the Malagasy economy will not be achieved without 
addressing at least four critical areas: the financial sector, 
government administration, parastatals, and the investment climate for 
foreign investors. 


The financial sector, consisting of the three primary state banks 
which were nationalized in the 1970s, has emerged from 13 years of 
state dominance on the brink of insolvancy. Among the banks' biggest 
problems are loan portfolios ridden with nonperforming loans. Most of 
these loans, made by all three banks, were directed to parastatals and 
will have to be written off once the state firms are sold or 
liquidated. The banks have been further handicapped by a low savings 
rate from the economically hard-pressed population. This has limited 


bank funds and the availability of credit. Banking reform is on the 
way. A new banking law came out in May 1988 which will pave the way 
for the participation of private foreign banks (most likely French) in 
the sector. However, much remains to be done before the banks can 
once again play a vital role in the economy. 


Another key sector targeted for reform is the group of some 150 
state-owned companies. This year the government has agreed to 
classify all parastatals into three categories (profitable, 
potentially profitable but subject to reorganization, and to be 
liquidated) and to issue a list of 15 firms to be liquidated. Among 
these are some of the biggest white elephants of the public investment 
program of the late 1970s: the $80 million ZEREN fertilizer plant, the 
MAMISOA soybean processing plant, etc. Just as importantly, the 
government has agreed to sell its majority stake in a number of 
functioning concerns. While the government refuses to relinquish the 
relatively healthy insurance companies, pressure is mounting for 
divestiture in the five major trading companies through which most of 
the country's export products are marketed. Though none of the state 
companies has been put on the auction block yet, the government has 
made a marked turnaround in recognizing the principle that it should 
privatize. 





Restructuring the entrenched bureaucracy remains a high priority of 
the reform effort. Archaic government regulations dating back to the 
colonial era combined with a "dirigiste" and centralized form of 
government acquired from the French have proven hard to shake. While 
the government involvement has been greatly reduced in some areas, 
such as external trade, the bureaucracy continues to be a major 
impediment to economic growth and often seems to work against the 
private sector rather than for it. Low salaries for public servants 
and low rates of revenue collection are among the major factors which 
continue to impair the government's effectiveness. A detailed study 
of the government sponsored by the World Bank will address these and 
other related issues, and will recommend ways of improving the 
efficiency of government operations. Among the expected outcomes of 
the study are a freeze on all further public sector hiring, a 
restructuring of government operations, and an evaluation of how the 
state can act to favor the productive forces of the economy. Also, for 
the first time and in recognition of the deleterious effects which 
structural adjustment has had on the least favored segments of the 
population, namely children and the indigent, the World Bank will 
provide a large credit (PASAGE) for programs which will bring relief 
to these underpriviledged groups. 


Finally, the investment climate for potential foreign investors must 
be improved. The present investment code lacks three basic guarantees 
to make Madagascar attractive to foreign investors: the right to 
repatriate dividends and capital, the right of foreigners to buy 
property, and the guarantee against expropriation. Until these 
criteria are met, Madagascar will have to continue negotiating 
case-by-case agreements with foreign investors wishing to make large 
investments here. It is difficult to imagine that large-scale foreign 
investment will occur until uniform treatment is accorded to all 
comers. However, one thing is sure, the capacity of domestic 
investors is limited, and it is unlikely that the country's vast 
potential will ever be exploited if foreign investors are not allowed 
to participate. 


The fact that in 1988 the government, under a new and visibly 
pragmatic prime minister who is committed to more efficient government 
has begun to address these key bottlenecks of the economy, represents 
a significant reversal. Removing them will be the most difficult of 
all the reforms undertaken so far. Without such reforms, the growth 
envisaged by the World Bank and the IMF for the coming years will not 
be realized. But whatever the mix of policies the Malagasy Government 
adopts, none will work in the long run without corrective action 
against Madagascar's single greatest self-inflicted problem, the 
destruction of its environment. 





Not only the future of agriculture and forestry but also the ecology 
of Madagascar will depend in large degree on the success of the 
Malagasy Government in effecting the conservation of the nation's 
rapidly deteriorating natural environment. Such efforts are, 
unfortunately, only at the very early planning stages. Ecologically 
fragile and unique Madagascar, 90 percent of whose plant and animal 
species are found nowhere else, has in recent years undergone a degree 
of environmental degradation described several years ago by a foreign 
visitor as "national suicide." Unless greatly slowed, and soon, 
degradation will soon eliminate, among other things, an irreplaceable 
stock of rare and potentially useful plants. Uncontrolled brush fires, 
unrestrained slash and burn cultivation, the heavy demand for 
firewood, and catastrophic erosion already have had major unfavorable 
effects on the potential of Malagasy agriculture and forestry and have 
begun to decrease the country's formidable hydroelectric potential. 
Much of this environmental malaise is directly attributable to the 
pressure of a rapidly growing population whose efficiency in utilizing 
natural resources has failed to increase in proportion to its numbers. 
There is little doubt that Madagascar's capacity to support human 
beings is decreasing as its population continues to increase. The 
magnitude of the all-important problem of environmental destruction 
undoubtedly will tax the nation's organizational, technical, and 
financial resources to the limit in coming years. 


V. IMPLICATIONS FOR THE UNITED STATES 


In light of Madagascar's serious problems in its external trade 
accounts, opportunities for U.S. businesses in coming years are likely 
to be in projects related to rehabilitation programs funded by 
multi-lateral development and bilateral assistance programs. 
Particularly interesting to foreign firms will be the newly 
implemented liberalized import system, which is to provide unfettered 
access to foreign exchange. 


USAID activities in Madagascar emphasize the provision of in-kind 
assistance to food programs (this year entirely in vegetable oil), as 
opposed to infrastructural construction which might potentially 
interest U.S. firms. On the other hand, extensive rehabilitation 
programs for Madagascar's ports, roads, railroads, and the like should 
provide attractive business opportunities whenever financing or 
cofinancing is not tied to a donor country's suppliers. Ongoing 
programs which aim to bring about the privatization of state-operated 


enterprises also may provide interesting opportunities for private 
investors. 





In addition, the possibility of future grants from the U.S. Trade and 
Development Program (TDP) should offer U.S. firms opportunities to 
establish business and professional contacts in Madagascar. Two U.S. 
firms, Harza Engineering of Chicago and Fluor Daniels (Mining and 
Metals Division) of Redwood City, California, recently completed 
TDP-funded feasibility studies whose results may offer further 
opportunities to U.S. business. 


A particularly attractive area for U.S. companies in coming years lies 
in joint ventures in the minerals sector. The Malagasy Government is 
actively pursuing the creation of joint ventures with Western 
investors, largely in such areas as quartz, precious stones, chromite 
mining, and possibly ferrochrome production. Most such activities are 
under the jurisdiction of the National Military Office for Strategic 
Industries (OMNIS), an agency directly responsible to the presidency, 
which has substantial powers to grant favorable terms to interested 
investors, 


An opportunity for U.S. aircraft sales will exist when Air Madagascar 
decides (in the next year or two) to replace its two aging Boeing 737 
aircraft. The need for smaller aircraft to service the country's 
numerous and far-flung landing fields also should provide sales 
possibilities for U.S. light aircraft manufacturers. 


Another area worthy of interest for U.S. firms is the furnishing of 
relatively small-scale equipment used in basic economic development 
activities. Examples would be small sawmills, brick presses, small 
rock crushers, and the like. The extensive experience of U.S. firms 
the mechanization of rural life could be put to very productive use 
Madagascar. 


Finally, Madagascar's efforts to promote growth in the tourist sector, 
which represent a significant policy change in relation to the 
government's previous lack of interest in this field, should offer 
interesting opportunities to U.S. firms in the international 
hospitality and recreation industries. Madagascar is one of the few 
essentially undeveloped countries in terms of tourism, and the 
country's exotic landscapes and wildlife are an enormous potential 
economic asset. 


American companies seeking to do business in Madagascar should keep in 
mind the importance of employing French-speaking personnel and 
French-language promotional literature. Even though English is widely 
understood among members of Madagascar's technical and professional 
community, firms which do not adapt themselves to Madagascar's 
French-speaking commercial evironment will find themselves at a 
Significant competitive disadvantage. 





U.S. exports to Madagascar are expected to rise slightly in 1988 

from 1987's depressed levels. It is anticipated that the unfavorable 
effect of currency devaluation on U.S. exports to Madagascar will be 
largely offset by the large assistance credits the country will 
receive. Major U.S. exports to Madagascar in past years have been in 
the form of U.S. Government-financed commodities. However, this year, 
USAID has begun withdrawing from commodities' funding and instead is 
focusing its efforts on supporting structural adjustment measures, 
and, in particular, the open general license system. As in past 
years, pharmaceuticals, heavy construction equipment, and agricultural 
products, such as tallow, will be among the major U.S. exports to 
Madagascar. The U.S. share of Malagasy exports is expected to remain 


around 25 percent, while the U.S. share of Madagascar's imports is 
expected to increase slightly. France remains by far, Madagascar's 
largest trading partner. In second place are the United States (as the 
second largest importer of Malagasy products) and the Soviet Union 


(the second largest supplier of imports, largely in the form of crude 
oil). 








